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Starting from July 21, 2005, China reformed the exchange rate regime by moving into 
a managed floating exchange rate regime based on market supply and demand with 
reference to a basket of currencies. It has been 5 years since the reform was 
implemented. Does China really abandon the dollar pegging system? What on earth 
are the currencies in the basket? What are their corresponding weights? This paper 
tries to answer those questions above by conducting empirical study. This research 
carries on great pragmatic significance. Not only can we judge whether the current 
exchange rate system fits China’s economic situation and policy objectives, but also 
we can detect the future movements of RMB exchange rate.  
 
Firstly, this paper generally reviews relevant theories and literature. Then the changes 
of China's RMB exchange rate system since the founding are elaborated, with the 
characteristics thereof being highlighted and the rationality of those changes being 
detailed. Next, the paper summarizes the background and signification of current 
exchange rate system. It points out that reference to a basket of currencies is of greater 
flexibility and stability of exchange rate as well by taking into account a variety of 
currencies. This exchange rate regime is unable to withstand non-exchange shock, 
however, with complexity of operation, the lack of transparency, the loss of the 
nominal anchor and possible consequence of RMB appreciation. Besides, the paper 
also expounds the manners of central bank’s intervention and the weights of basket 
currencies in theory.  
 
In the following part, this paper selects the US dollar, Japanese yen, euro, British 
pound, Hong Kong dollar, Korean won, the Canadian dollar, Australian dollar, 
Russian rupee, Malaysian ringgit, Thai baht, Singapore and Taiwan dollar as basket 
currencies mainly according to China’s trade situation. Then the model established by 
Frankel and Wei (1993) is adopted to calculate the weights of basket currencies, with 















regression to obtain the evolution paths of weights of basket currencies from the 
reform of exchange rate regime to present. Before this, unit root test is implemented. 
Also, multicollinearity is considered and there exists the need to exclude currencies 
off the basket whose coefficients are statistically insignificant. After three rounds of 
rolling regression, the final results are as follows: US dollar still dominates the basket; 
the other currencies, even the world's major currencies such as euro and yen, account 
for low weights in the basket, which are sometimes statistically insignificant; the 
absolute value of c is rather small, and the weights dynamically change.  
 
Finally, the paper analyzes the reasons of RMB’s peg to US dollar since the reform. 
Furthermore, peg to the dollar is not the long-term optimal strategy. It is an inevitable 
trend to diversify the basket currencies and reduce the dollar's weight. With regard to 
this, this paper suggests reducing the weight of US dollar, continuing to increase the 
flexibilities of RMB exchange rate regime, strengthening the development of financial 
markets, enhancing the international monetary cooperation and diversifying the 
currencies for settlement. 
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